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The In Pari Delicto Defense for Auditors in Professional Negligence Cases: Imputation of Managers' Unlawful Acts to the Client Firm Abstract: The Enron scandal, the Sarbanes-Oxley Act and the 2008 financial crisis have resulted in new laws and regulations regarding auditor liability and an evolution of some of the old ones. One of the older laws is the in pari delicto defense: in a lawsuit brought by a corporation alleging that its auditor was negligent in failing to detect a manager's fraud, the auditor may be able to use that defense if the manager's fraud is imputable to the company. Since a bankruptcy trustee or a receiver steps into the shoes of the bankrupt company it represents, a similar defense (the Wagoner Rule) may also be applicable if a trustee or a receiver files a negligence lawsuit against the company's auditor. However, in pari delicto is inapplicable when: (1) the wrongful acts of the manager are so adverse to the corporate client that the manager is deemed to have totally abandoned the corporation for its, or a third party's, sole benefit (unless the manager is also the sole shareholder, or the company has incurred a short-term benefit because of the fraud); (2) the corporate client had at least one innocent manager or shareholder who could have prevented or stopped the fraud if he had known about it; (3) the auditor does not deal with the corporate client in good faith and engages in unlawful conduct; or (4) the plaintiffs are totally innocent shareholders (but in this case, the in pari delicto defense is still applicable with respect to culpable shareholders). The State of New York has been on the cutting edge in the evolution of the in pari delicto defense, and this defense is strongest there. Other states recognizing the defense include New Jersey, Pennsylvania, and (in dicta) Delaware (only if the company has engaged in actual wrongdoing). Finally, these are examples of recent evolution of in pari delicto: (a) the Sarbanes-Oxley Act's prohibition of management from interfering with or deceiving the auditor; such statutory violations of management could be used by the auditor at trial in proving the applicability of the in pari delicto defense and (b) the new constraints on off-balance sheet leases, expected to be released shortly by the
Objectives of the article
The objectives of this article are to (1) explain the responsibilities of auditors and how they are related to the Sarbanes-Oxley Act and the 2008 financial crisis; (2) introduce the reader to the in pari delicto defense for auditors in professional negligence cases; (3) discuss the four exceptional situations (adverse interest, innocent insider, auditor's bad faith, innocent shareholders) which preclude the applicability of the in pari delicto defense; (4) summarize recent legal cases relating to in pari delicto and categorize them according to whether that defense proved to be successful or unsuccessful; and (5) draw conclusions from this study. firm alleges that its auditor was negligent in failing to discover that one of the firm's workers had stolen cash. If management had failed to heed the auditor's advice to correct an internal control weakness that made it easier to commit the theft, the auditor would have a defense of contributory negligence. Or, suppose an auditor failed to determine that certain accounts receivable were uncollectible because the auditor was lied to and given false documents by the credit manager. In this case, assuming the audit of accounts receivable was done in accordance with auditing standards, the auditor could also claim a defense of contributory negligence (Arens, Elder, & Beasley, 2012) .
3 The Sarbanes-Oxley Act's impact on auditors and management
Established in 1913, Arthur Andersen LLP grew to become a preeminent international CPA firm, one of the Big Five. Yet, it was forced to close its doors after its negligent audit of Enron Corporation and its subsequent attempt to cover up evidence of its unlawful acts (Thomas, 2002) . Enron had used off-balance sheet financing to hide many of its liabilities. In response to the Enron debacle and other scandals involving Tyco International, Adelphia, Peregrine Systems and WorldCom, the U.S. Congress enacted the Sarbanes-Oxley Act of 2002 ("SOA").
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The SOA created the Public Company Accounting Oversight Board ("PCAOB") to provide independent oversight of CPA firms that audit publicly traded firms.
2 It established new standards for auditor independence in order to limit conflicts of interest due to management consulting provided by the auditor's firm. 3 New auditor approval requirements were created, 4 more frequent audit partner rotation was mandated, 5 and greater auditor reporting requirements came into existence. 6 Lawmakers drafting the SOA had observed that some of the fraud in the corporate scandals had gone undetected because of the failure of the audit committee to 1 Pub. Law 107-204 (http://www.law.cornell.edu/jureeka/index.php?doc=USPubLaws&cong= 107&no=204); 116 Stat. 745 (http://www.gpo.gov/fdsys/granule/STATUTE-116/STATUTE-116-Pg745/content-detail.html); hereinafter "SOA". Following the passage of the SOA in the United States, similar laws were enacted in Australia, Canada, France, Germany, India, Italy, Japan, Netherlands, South Africa and Turkey. monitor the audit work. One problem in particular concerned the fact that audit committee members were employees of the client firm, which limited their objectivity. To correct that problem, the SOA now mandates for audit committee members of publicly traded firms to be external members of the board of directors; full-time employees are not allowed to be members of the audit committee.
7
Enron had used off-balance sheet financing to hide many of its liabilities. Common forms of off-balance sheet financing include operating leases and special purpose entities. An operating lease allows a firm to lease an asset and then buy it at the end of the lease period, allowing it to improve its balance sheet during the lease period because it does not have to record the purchase price. If a special purpose entity is used, even if a firm has a controlling interest, it is not required to show the entity's liabilities on its balance sheet, also improving the balance sheet; this is how Enron hid its huge liabilities (Zucchi 2013) .
The SOA now requires the disclosure of all material off-balance sheet items.
8
The SOA also required the SEC to conduct a study of the extent of usage of such instruments and whether accounting principles adequately addressed those instruments 9 ; the SEC report was issued June 15, 2005. 10 However, critics contended that the SEC failed to take adequate measures to monitor and control offbalance sheet items.
11
Notwithstanding the SOA's focus on improving the work of auditors, the statute does recognize that management is ultimately responsible for the firm's financial statements.
12 Accordingly, the corporate CEO and CFO are now required to sign the annual report and to certify that the financial statements fairly present the firm's financial position, results of operations and cash flows for the years presented. 13 Additionally, the CEO and CFO are required to certify they are responsible for attainment of an adequate system of internal control and that they have met this responsibility. 14 The SOA states it is unlawful for a member of management to influence, coerce, manipulate or mislead an auditor in order to render the financial statements materially misleading. However, economist Paul Krugman and former U.S. Treasury Secretary Tim Geithner have contended that unconventional accounting and auditing practices such as off-balance sheet financing were a contributing factor and reinforced the crisis (Slovik, 2012) . Additionally, in accordance with applicable accounting standards, regulators allowed depository banks such as Citigroup to move significant amounts of assets and liabilities off-balance sheet into complex legal entities called structured investment vehicles, masking the weakness of the capital base of the firm or the degree of leverage or risk taken. Furthermore, the Lehman Brothers bankruptcy revealed that used of an instrument called "Repo 105" to move assets and debt off-balance sheet to make its financial position look more favorable to investors. All of these activities increased uncertainty during the crisis concerning the capital position of the large banks and investment firms.
16
16 Koniak et al. (2010) . In response to the continuing off-balance sheet problem, the U.S. Financial Accounting Standards Board and the International Accounting Standards Board agreed in 2013 to move toward prohibition of off-balance sheet operating leases; instead, all leases one year or more in duration will be required to be capitalized and treated as intangible assets instead of physical assets. Epstein (2013) .
The doctrine of in pari delicto
The doctrine of in pari delicto is related to the contributory negligence defense.
17
This doctrine provides that a plaintiff may not assert a claim against a defendant if the plaintiff also bears some of the fault for the claim.
18 When a manager has defrauded his employer, the company's auditor may use in pari delicto as a defense in a lawsuit brought by the company alleging negligence for failure to discover and report the fraud. Agency principles traditionally hold a corporation liable for acts of its directors, officers, employees and agents. 19 Since the corporation is deemed to have known what its directors and officers knew, if any of those directors and officers committed a wrong, the corporation is deemed to have known about and approved the act. Thus, the company is deemed to have been as much, or more guilty, of wrongdoing than its auditor, and the company is barred from recovering from the auditor.
20
In order for a defendant auditor to assert an in pari delicto defense against a plaintiff company based on fraud committed by the company's agent, the auditor must be able to prove that: (1) the agent's acts were committed in the course of his employment with the company and (2) the agent's acts resulted in a benefit to the company. 21 The second element is satisfied if any benefit accrued to the company. In Pari Delicto Defense management is deemed to have totally abandoned the corporation, for its, or a third party's, sole benefit. 23 This is a narrow exception; it cannot be invoked merely because an agent has a conflict of interest or because he is not acting primarily for his principal. Knowledge is imputed, and in pari delicto applies, so long as a corporation benefited "to any extent" in the short term from an agent's actions. 24 The long-term detriment to the corporation resulting from the unmasking of the fraud is irrelevant in determination of whether the adverse-interest exception applies.
25
In the Kirschner case, the New York Court of Appeals declined to expand the adverse-interest exception to depend upon whether "corrupt insiders intend to benefit themselves at the company's expense" to be "proved by showing that the corrupt insiders intended to benefit themselves personally and actually received personal benefits and/or that the company received only short term benefits but suffered long term harm." 26 The Court stated that to redefine the adverse-interest exception in this manner would "explode" the exception and cause it to become "a nearly impermeable rule barring imputation" in every case. 27 This Court reasoned that fraudsters are not motivated by charitable impulses and a firm victimized by fraud almost always incurs long-term harm after the fraud is discovered. is nevertheless imputed to the corporation. For example, where a sole shareholder loots the corporation of its assets, the adverse-interest exception will not apply.
29
Therefore, the adverse-interest exception does not apply in cases where the principal is a corporation and the agent in its sole shareholder. The adverseinterest exception presumes that the agent has discharged its duty to disclose all material facts to the principal. Under New York law, where the agent is defrauding the principal, such disclosure cannot be presumed because it would defeat or have defeated the fraud. However, where the principal and agent are the same person, the adverse-interest exception is itself subject to an exception called the Sole-Actor Rule. This Rule imputes the agent's knowledge to the principal notwithstanding the agent's self-dealing because the party that should have been informed was the agent itself albeit in its capacity as principal. 
Innocent-insider exception
If the corporate client has multiple directors and officers, management's fraudulent conduct and knowledge will not be imputed to the corporation if the complaint alleges that there was at least one innocent member of management who could or would have been able to prevent the fraud had he known about it. In other words, a corporation whose management was involved in an accounting fraud is not barred from asserting claims for professional malpractice in not detecting the fraud, provided the corporation had at least one decision-maker in management or among its shareholders who was innocent of the fraud and could have stopped it.
31
The innocent insider exception includes consideration of the organizational structure and internal controls present within the entity. If there were no innocent insiders in senior management capable of stopping the wrongdoing, for example, because they lacked the authority, then the accountant's failure to alert management could not have caused the entity's loss. 32 This analysis may assist courts in considering causation, because a claim for professional negligence relies upon a causal link between the accountant's alleged negligence, e.g., failure to alert management, and the corporation's ultimate loss. However, in order for this exception to apply, plaintiff must be able to raise a triable issue In Pari Delicto Defense of fact that the auditor's failure to alert the client ultimately caused the firm's losses and that there were members of senior management capable of stopping the wrongdoing. The senior members of management must be completely innocent; if they are not, the exception is inapplicable. Furthermore, passive corporate actors should not be granted carte blanche to shift the cost of management's wrongdoing to accountants.
33

Auditor's bad-faith exception
The test to determine whether imputation is proper also involves a determination of whether the defendant auditor dealt with the corporate client in good faith. While one of the primary justifications for imputation lies in the protection of innocents, it may also extend to scenarios involving auditor negligence, subject to an adverse-interest exception, as well as other limits arising out of the underlying justifications supporting imputation. However, imputation will not apply if the defendant auditor has not dealt with the corporate client in good faith. In the Allegheny case, in pari delicto was not allowed as a defense because the auditor had conspired with agents of the plaintiff company to misstate the company's financial position to the detriment of the company. 
Innocent shareholders exception
When an auditor is negligent within the scope of its engagement, the imputation doctrine does not prevent corporate shareholders from seeking to recover. However, those shareholders must be totally innocent; an auditor may still assert the in pari delicto defense against any shareholders who have participated in the fraud, or who owned large blocks of stock and therefore arguably possessed some ability to oversee the company's operations. Thus, this rule calls for the relative faults of the company, its shareholders and the auditor to be determined by the factfinder as matters of comparative negligence and apportionment.
35
33 Id. 34 ALLEGHENY I, Note 22 supra. 35 Kirschner v. KPMG, Note 25 supra.
A recently proposed new exception
Presently, in pari delicto can be used by an auditor to avoid liability for negligence if an agent of the corporation has committed fraudulent acts; this is because the agent's fraud is imputed to the corporation, regardless of whether the corporation is at fault. One writer has stated that a negligent auditor should not be allowed to avoid liability using in pari delicto whenever the corporation is not at fault, regardless of the fact that a corporate agent committed fraudulent acts. In other words, in pari delicto should apply only if the corporation is a wrongdoer (Shepard, 2012) . In order to measure fault to determine if the corporation is a wrongdoer, this proposal recommends that the information systems created by the corporation's board of directors be evaluated. Adequate information gathering and reporting systems should have been created, and successfully implemented, in order to deter and detect fraud in the corporation. If the information gathering and reporting systems inadequately deter and detect fraud, the corporation could be deemed a "knowing and substantial participant" in the fraud. But if the information systems are adequate, then in pari delicto would become inapplicable in cases where the corporation has sued an auditor for negligence (Shepard, 2012, pp. 327-329) .
This proposal is unwieldy and impractical because the court would have to undertake the tedious, nebulous, judgmental task of assessment of a corporation's management information system; this task would be complicated by the fact that the court would not have standards for measuring the adequacy of those systems (Shepard, 2012, p. 329) . This task would be unduly time-consuming and would be beyond the expertise of the court. And it would allow corporations to avoid responsibility for the acts of their agents.
7 Recent cases with successful in pari delicto defenses
O'Melveny and Meyers v. FDIC: imputation-of-fraud rule applied to insolvent firm
The Federal Deposit Insurance Corporation (FDIC), the receiver of a failed savings & loan (S&L), sued the former counsel of the S&L for professional negligence in provision of advice and services in relation to the firm's public
In Pari Delicto Defense offering. 36 The U.S. District Court for the Central District of California granted summary judgment for the law firm on the ground that the FDIC stood in the shoes of the S&L, to whom wrongdoing of the S&L's officers was attributed to the firm, precluding any claims against the law firm. The FDIC appealed. The Court of Appeals for the Ninth Circuit reversed and remanded, holding that the S&L officers' inequitable conduct, even if attributable to the firm, was not imputed to the FDIC so as to preclude the professional negligence lawsuit. The law firm petitioned for writ of certiorari and the petition was granted. The U.S. Supreme Court held that (1) California law, rather than federal law, governs imputation of the S&L officer's knowledge of fraud to the S&L, which asserts a cause of action created by state law; (2) California law, rather than federal law, applies to whether knowledge of fraudulent conduct of the S&L's officers could be imputed to FDIC serving as receiver; and (3) no special federal rule of imputation with respect to the FDIC will be allowed unless there is a significant conflict between federal policy or interest and use of state law, and no such conflict existed in this case.
37
The Supreme Court's ruling was criticized by an attorney employed by the U.S. Solicitor General's Office who had helped to write the government's brief, the losing side in this case (Pritchard, 1995) . He opined that the decision regarding application of imputation of fraud to the corporation should turn on whether shareholders or creditors hold beneficial ownership of the entity at the time of the fraudulent acts. When the corporation is solvent, shareholders hold that claim, and their preference for risk mandates an imputation rule. But when the corporation is insolvent -as in the instant case -creditors hold that claim, and their risk-aversion mandates a rule of non-imputation. Therefore, he contended that the court should have carved out a federal common law exception to the imputation-of-fraud rule for fraudulent transactions undertaken when the corporation is insolvent. This is how he justified his proposed rule: After insolvency, creditors become the beneficial owners of the corporation. Their aversion to corporation risk-taking -such as the commission of fraud against third parties -requires an exception to the ordinary imputation-of-fraud rule in order to induce outside professionals to monitor fraud by the corporation. Enlisting outside professionals to monitor for fraud will reduce excessive risktaking by the corporation, thereby minimizing the corporation's cost of credit (Pritchard, 1995, pp. 179, 200 EY moved the court to enter summary judgment in the action. EY asserted the in pari delicto defense and argued that the wrongful fraudulent acts of Beacon Hill's managers are imputed to the firm. The Supreme Court of New York County went through a meticulous analysis of whether in pari delicto was applicable. The court found that it was applicable because (a) the fraudulent acts of the Beacon Hill managers were made within the scope of their employment; (b) the "adverseinterest" exception to the in pari delicto doctrine was inapplicable because the managers did not totally abandon the corporation's interest, since the corporation as well the individual managers incurred some benefit from the fraudulent acts; the managers did not directly steal assets from the corporation, but instead inflated the value of the hedge fund's portfolio on behalf of the firm; (c) the "innocent insider" exception to in pari delicto was inapplicable because it has not been uniformly adopted by the Second Federal Circuit and because plaintiff failed to raise a triable issue of fact that EY's failure to alert Beacon Hill's board of directors ultimately caused the firm's losses; the directors were deemed not to be "innocent" because they ceded control of the hedge fund to management and permitted them to operate the fund with impunity until they were removed by the SEC and appeared to have ignored their own responsibilities to the fund by failing to review the financial statements, despite attesting to their accuracy in the representation letter; and (d) the Williamson case was inapplicable because, in that case, the manager had been directly stealing from the firm by establishing and implementing a Ponzi scheme. 39 Accordingly, the in pari delicto rule was applicable and barred plaintiff's claims. Despite issuing unqualified audit opinions, EY was not liable for the losses incurred by Beacon Hill. In Pari Delicto Defense
The PriceWaterhouse case: New York law
Stockholder plaintiffs sought to recover funds lost due to the material misleading financial statements which had overvalued the corporate assets by billions of dollars. The false financial statements occurred because of the fraud of defendant American International Group, Inc.'s ("AIG") top management. The most significant fraudulent act involved a fictitious $500 million reinsurance transaction with Gen Re Corporation, another defendant. The sole objective of the imaginary transaction was to make AIG's balance sheet look better. Additionally, AIG insiders used secret offshore subsidiaries to mask AIG losses, misstated accounts with no basis for their adjustments, failed to correct welldocumented accounting problems in an AIG subsidiary, and got the firm involved in controversial insurance policies that involved betting on when elderly people would die. AIG's top managers also engaged in schemes to avoid taxes by falsely claiming that workers' compensation policies were other types of insurance, unlawfully avoided paying capital gains taxes, engaged in conspiracies with other business firm to rig markets, and exploited its familiarity with improper financial machinations by causing AIG to market its expertise in balance sheet manipulation to other would-be unlawful business firms.
41
AIG's auditor, PriceWaterhouseCoopers ("PWC"), issued an unqualified opinion on AIG's financial statements and never uncovered the fraudulent acts of AIG's top managers. PWC was never accused of conspiring with AIG's managers to defraud plaintiffs. Instead, PWC was accused of negligently failing to perform its auditing work in accordance with generally accepted auditing standards, which led to its failure to detect or report the fraud carried out by the managers of AIG.
42
The trial court, the Chancery Court of Delaware, held that the claims against PWC were governed by New York law and that AIG's managers did not totally abandon AIG's interests, which would be essential under New York law to establish the "adverse-interest" exception to imputation. Accordingly, the trial court held that the wrongdoing of AIG's senior officers is imputed to PWC. Once imputation was established, the trial court concluded that the New York doctrine of in pari delicto barred the claims of AIG's stockholders against PWC. On appeal to the Supreme Court of Delaware, a certified question was submitted to the Court of Appeals of New York:
Would the doctrine of in pari delicto bar a derivative claim under New York law where a corporation sues its outside auditor for professional malpractice or negligence based on the auditor's failure to detect fraud committed by the corporation; and, the outside auditor did not knowingly participate in the corporation's fraud, but instead, failed to satisfy professional standards in its field in its audits of the corporation's financial statements? 44 The New York Court of Appeals answered the certified question in the affirmative. Therefore, under New York law, the doctrine of in pari delicto may be used to defend a professional negligence claim against an auditor where the auditor has failed to detect fraud, even if the auditor has not complied with Generally Accepted Auditing Standards, provided the auditor has not participated in the fraud. 45 As previously mentioned, the State of New York has one of the most stringent in pari delicto doctrines.
Kirschner v. KPMG: New York law
The lawsuit was triggered by the collapse of Refco, once a leading provider of brokerage and clearing services in the derivatives, currency and futures markets. After a leveraged buyout in 2004, Refco became a public company in 2005 through an initial public offering. Later that year, Refco disclosed its CEO had made many loans since 1998 which had hidden hundreds of millions of dollars of the company's uncollectible debt from the public and regulators. These acts had created a falsely positive picture of Refco's financial condition. This disclosure caused Refco's stock price to plummet and its brokerage arm experienced a "run" on customer accounts, forcing Refco to file for bankruptcy protection.
46
The bankruptcy trustee filed a lawsuit in Illinois state court against Refco's CEO and other senior officers alleging fraud and breach of fiduciary duty; and against Refco's auditor, KPMG, for professional negligence in failing to discover the fraud. The trustee acknowledged that Refco insiders had masterminded the In Pari Delicto Defense fraud. The case was removed to the U.S. District Court, and the judge identified a threshold issue to be whether the claims against the auditor were subject to dismissal by virtue of the Second Circuit's Wagoner Rule
47
: that a bankruptcy trustee does not possess standing to seek recovery from third parties alleged to have joined with the debtor corporation in defrauding creditors. 48 Since the parties agreed that if the Wagoner Rule applied there would be no case against the auditor, the court focused on whether the adverse-interest exception to the Wagoner Rule applied.
49
The District Court noted that, in order for the adverse-interest exception to apply, the corporate officer must have totally abandoned the corporation's interests and be acting entirely for his own or another's purposes. The rationale is that where an officer acts entirely in his own interest and adversely to the interests of the corporation that misconduct cannot be imputed to the corporation. In determining whether an agent's actions are adverse to the corporation, courts have identified the relevant issue as being the short-term benefit or detriment to the corporation, not any detriment to the corporation resulting from the unmasking of the fraud. The court concluded that the trustee's claims against KPMG were foreclosed because the complaint included allegations that Refco received substantial benefits from the insiders' wrongdoing. Thus, the insiders stole for Refco, not from it. The burden of the fraud was borne not by Refco or its current shareholders, but instead by outside parties including customers, creditors and third parties who acquired shares through the IPO. The court declined to read a solely "intent-based" standard into interpretation of the adverse-interest exception because that would have the effect of dramatically expanding the adverse-interest exception and would often bar imputation. Thus, the court refused to consider the insiders' claimed motivations without taking into account the nature and effect of the insiders' misconduct. As a result, the claims against KPMG failed. The trustee appealed to the Second Circuit Court of Appeals. 48 In pari delicto is related to, although distinct from, the Wagoner Rule. Previously, the Wagoner Rule had been held to deprive a bankruptcy trustee of standing to assert a claim against an auditor when management had committed wrongful acts. Because a bankruptcy trustee stood in the shoes of the bankrupt corporation, and only had standing to bring any suit that the bankrupt corporation could have brought, if management had committed wrongful acts, the trustee lacked standing to pursue a claim against an auditor, subject to several exceptions. Bullmore v. Ernst & Young Cayman Islands, Note 38 supra. 49 Kirschner v. KPMG, Note 25 supra. 50 Id.
The Second Circuit opined that the Wagoner Rule is not a rule of standing; instead, it is an affirmative defense that may be asserted by the auditor. 51 The court also found that some aspects of New York law were unsettled in this case. Accordingly, two certified questions were sent to the New York Court of Appeals:
(1) whether the adverse-interest exception is satisfied by showing that the insiders intended to benefit themselves by their misconduct and (2) whether the adverse-interest exception is available only where the insiders' misconduct has harmed the corporation. The New York Court of Appeals answered the first question "no" and the second question "yes." Accordingly, the adverse-interest exception to in pari delicto was not broadened; and the remedies available to creditors or shareholders of a corporation, whose management engaged in fraud, against an auditor who did not discover the fraud were not increased. The corporate officers' acts were imputed to the corporation; the adverse-interest exception was inapplicable because both the agent and the principal realized a benefit. The court reaffirmed its commitment to in pari delicto by noting important policy reasons for its continued recognition, the most important being that it encourages principals to be careful in the selection of agents and the delegation of duties to them. 
Pennsylvania law: in pari delicto requires good faith of auditor
In 2010, the Supreme Court of Pennsylvania addressed the application of the in pari delicto defense in accountant liability cases. 53 The decision was issued in response to two certified questions from the United States Court of Appeals for the Third Circuit. 54 The Third Circuit had asked for guidance as to (1) the circumstances under which fraudulent conduct by agents of a plaintiff company 51 Id. 52 Id. The dissenting justices in this case argued that the adverse-interest exception was applicable and that the auditor should not have been allowed to use in pari delicto to avoid liability. The agent had been involved in a scheme to defraud his principal; thus, the presumption of agency law that the principal has knowledge of everything known by the agent, fails. In Pari Delicto Defense may be imputed to the plaintiff company, when an allegedly non-innocent defendant "seeks to invoke the law of imputation to shield itself from liability" and (2) whether the doctrine of in pari delicto will bar a plaintiff company from recovering against its accounts if the accountants conspired with agents of the plaintiff company to misstate the company's finances to the company's detriment. 55
First certified question
The Pennsylvania Supreme Court stated that imputation is a necessary prerequisite to the assertion of an in pari delicto defense to the claims of a plaintiff company: "Attribution of the officers' wrongdoing to the plaintiff company is a linchpin to the auditor's in pari delicto defense." 56 It further clarified that:
The proper test to determine the availability of defensive imputation in scenarios involving non-innocents depends on whether or not the defendants dealt with the principal in good faith. While one of the primary justifications for imputation lies in the protection of innocents, in Pennsylvania, it may extend to scenarios involving auditor negligence, subject to an adverse-interest exception, as well as other limits arising out of the underlying justifications supporting imputation. Imputation does not apply, however, where the defendant materially has not dealt in good faith with the principal. 
Second certified question
The court opined that the in pari delicto defense may be available in its classic form in the auditor-liability setting, subject to ordinary requirements of pleading and proof (including special ones related to averments of fraud where relevant), and considerations of competing policy concerns. However, … imputation is unavailable relative to an auditor which has not dealt materially in good faith with the client-principal. This effectively forecloses an in pari delicto defense for scenarios involving secretive collusion between officers and auditors to misstate corporate finances to the corporation's ultimate detriment.
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Therefore, if one considers the two certified questions simultaneously, in order for a defendant auditor to successfully assert an in pari delicto defense based on fraud committed by the company's agent, the auditor must initially establish that it is appropriate to impute the agent's fraud to the company by showing: (a) the actions of the agent for the company's benefit, not adverse to the company's interests; (b) the auditor dealt with the company in good faith; and (c) there are no other applicable "limits arising out of the underlying justifications supporting imputation," i.e., public policy considerations, that would counsel against imputation. 59
AIG II: Delaware law
In an application of New York law in AIG I, the auditor successfully employed an in pari delicto defense. 60 In AIG II, 61 the same corporation sued several co-conspirators who had helped corporate agents perpetrate the fraud; just as in AIG I, the AIG II defendants asserted the defense of in pari delicto. Although the court applied Delaware law in AIG II, they reached the same conclusion: in pari delicto barred the corporation's claims. 62 Citing the federal Cenco case, 63 the court ruled that the adverse-interest exception did not apply in AIG II because there was not "total abandonment of the corporation's interests" and, therefore, in pari delicto was applicable.
64
The AIG II ruling ran counter to prior Delaware law, which has held that: "When corporate fiduciaries -such as [the corporation's] managers -have a self-interest in concealing information -such as the falsity of the financial statements that they had helped prepare -their knowledge cannot be imputed to the corporation."
65 Delaware, therefore, has traditionally recognized the adverse-interest exception. In AIG II, the court did not recognize the adverseinterest exception because plaintiffs had sued non-auditor co-conspirators and it wanted to avoid assisting the corporation to shift costs to other parties that also had unclean hands. In justifying its decision for the corporation to bear all of the Jackson, 158 A.2d 803, 808 (Del. Ch. 1959) .
In Pari Delicto Defense costs and to foreclose the shifting of costs to co-conspirators, the court noted that " [a] dhering to a more traditional approach to in pari delicto yields a more productive and efficient result."
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Notwithstanding the court's rulings in AIG I and AIG II, the court used dicta in those two cases to emphasize its general aversion to auditors' use of the in pari delicto defense. The court opined that auditors are more like insider-agents than outsider-third parties. Just as agents are unable to use imputation to defend against a principal's claims, neither should an auditor be allowed to use imputation to defend itself from a corporate client's claims. Without imputation, there is no justification for an in pari delicto defense because the corporation had no knowledge of an employee's illegal acts and could not have had equal fault. The court emphasized the distinction between a finding that a corporation had imputed knowledge of an employee's illegal acts, and a finding that the corporation had committed illegal acts. Imputation of knowledge should not be used as a justification for a finding of fault by the corporation. The court believes that in pari delicto should not be invoked against a corporation unless the corporation has engaged in actual wrongdoing and that imputed wrongdoing is insufficient.
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8 Recent cases with unsuccessful in pari delicto defenses
NCP: a New Jersey state case
The Supreme Court of New Jersey limited the reach of the in pari delicto defense. 68 The NCP Litigation Trust, representing NCP creditors and shareholders, sued the auditor for failing to comply with Generally Accepted Auditing Standards and Generally Accepted Accounting Principles in its audit of NCP. KPMG, the auditor, asserted in pari delicto as a defense. The court forbade the use of that defense because KPMG's negligence had contributed to the fraud against NCP; accordingly, the fraud of NCP's agents was not imputed to NCP. In justifying its decision, the court stated that barring all shareholders from recovery against a negligent auditor because of the fraudulent acts of a few The Ambassador Insurance Company ("Ambassador"), a Vermont firm, financially collapsed and the State of Vermont was appointed to be its receiver. Ambassador's auditor had been an international C.P.A. firm, Coopers & Lybrand ("Coopers"). In its 1981 and 1982 audits of Ambassador's financial statements, Coopers issued an unqualified opinion and failed to disclose the insurance company's insolvency. In 1985, the receiver brought a professional malpractice claim against Coopers on behalf of the firm, alleging that the auditor had been negligent and had knowledge that the financial statements were untrue and materially understated the loss reserves. At trial in the U.S. District Court of New Jersey, the jury awarded the State of Vermont $119.9 million in damages and the judgment reached $182.9 million after prejudgment interest was added. The trial court also found that Ambassador's owner, Chait, had committed gross negligence and had breached his fiduciary duty to the corporate stockholders.
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PriceWaterhouseCoopers ("PWC"), the successor in interest to Coopers, appealed the trial court's verdict to the U.S. Court of Appeals, Third Circuit; the trial court's verdict was affirmed in its entirety. One of PWC's grounds of appeal was the doctrine of in pari delicto. PWC contended that Chait's misconduct should be imputed to the corporation and a plaintiff suing on behalf of the corporation should be barred from filing a third-party claim because the plaintiff is at fault. In other words, since the trial court found that Chait had committed gross negligence and violated his fiduciary duty, that conduct should be imputed to Ambassador, and the receiver should be barred from suing PWC for wrongful conduct for which Ambassador bears fault.
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The Third Circuit court applied the familiar 2-prong test for imputation: (1) conduct committed in the course of employment and (2) conduct committed 69 Id. at 886. The court opined that imputation would not be unfair against these three groups of plaintiffs: (a) shareholders who engaged in the fraud; (b) shareholders who knew or should have known that fraud was occurring; and (c) shareholders owning a large number of shares who are able to oversee the actions of corporate officials. Accordingly, these three groups should be barred from suing an auditor. Id. 70 Thabault v. Chait, Note 18 supra. 71 Id.
In Pari Delicto Defense for the benefit of the corporation. The court found that Chait had committed the acts in the course of employment. However, the court found that the second prong's requirement was not met because of the adverse-interest exception; Chait's acts were not imputed because his interests were adverse to the corporation and not for the benefit of the corporation. Defendant PWC argued that the adverse-interest exception was inapplicable because: (a) Chait was not "stealing from the company" and alternatively, that (b) pursuant to the sole-actor doctrine, Chait's acts are automatically imputed because he was a controlling shareholder or a dominating officer.
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The court cited a prior case, Schacht v. Brown, 73 in reaching its decision that
Chait had been stealing from the company. In Schacht, the officers and directors of an insurance company allegedly arranged a fraudulent scheme to issue "extraordinarily high-risk insurance" policies without retaining sufficient funds to cover possible claims. 74 When the corporation became insolvent, a liquidator was appointed to manage its affairs and to initiate any actions belonging to the bankruptcy estate. 75 The liquidator eventually sued the auditor for negligently failing to discover the fraud. 76 The auditor argued that the liquidator, as the corporation's successor-in-interest, "stand[s] in the shoes" of the corporation and only can advance those claims that the corporation could advance directly. 77 Therefore, the corporation's fraud was inputable to the liquidator in the same way that it was imputable to the corporation. 78 The court held that the officer's conduct was not a benefit to the corporation, and therefore the adverseinterest exception to imputation applied. 79 Relying on Schacht, the New Jersey Supreme Court also held, in the NCP case, 80 that inflating a corporation's revenues and enabling a corporation to exist beyond insolvency could not be considered a benefit to the corporation.
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PWC attempted to distinguish the NCP case on the ground that Chait, unlike the defendants in NCP, was a controlling shareholder and the NCP court could not implicate the sole-actor doctrine. The court was not persuaded by this argument; the NCP court did not reveal how much stock the wrongdoers owned and the court did not rely on their status as controlling shareholders. Furthermore, the court found that the sole-actor doctrine was inapplicable because that rule only applies in cases in which the agent committing the fraud was the sole shareholder or dominated the corporation; Chait and his wife, collectively, owned only 65% of the stock. 83 More specifically, the complaint alleged that Friedberg failed to obtain confirmations of portfolio securities purportedly held by Madoff's firm. Plaintiffs asserted that, but for the auditor's negligence, Beacon would not have invested 75% of its assets with Madoff; Plaintiffs also allege that serving a demand upon Beacon's management to prosecute this claim would have been futile because Beacon and its managers were involved in the wrongdoing.
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Friedberg filed a Motion to Dismiss. The motion was denied. The court noted that accounting malpractice contemplates a failure to exercise due care and proof of a material deviation from recognized and accepted professional standards for accountants and auditors. 85 Plaintiff must establish that defendant departed from Generally Accepted Accounting Principles and the departure was the proximate cause of plaintiff's injury. 86 Giving plaintiffs the benefit of every To establish a prima facie case of proximate cause, plaintiff must show that defendant's negligence was a substantial cause of the events which led to the injury. 88 Where the acts of a third person intervene between the defendant's conduct and the plaintiff's injury, the causal connection is not automatically severed. In such a case, liability turns upon whether the intervening act is a normal and foreseeable consequence of the situation created by the defendant's negligence. In a motion to dismiss, the court must assume that Madoff's criminal conduct was a normal and foreseeable consequence of defendant's failure to conduct a proper audit. Thus, the court ruled that plaintiffs had sufficiently alleged that the auditor's departure from Generally Accepted Auditing Standards was the proximate cause of the loss of Beacon's investment. 89 The auditor cited the doctrine of in pari delicto as support for its Motion to Dismiss. The court noted that in pari delicto is an equitable defense based on agency which bars a plaintiff from recovering where the plaintiff is itself at fault. 90 As a general rule, knowledge acquired by an agent acting within the scope of his agency is imputed to the principal, and the principal is bound by such knowledge although the information is never actually communicated to it. 91 Thus, the auditor argued that Danziger and Markhoff's knowledge of their own misconduct must be attributed to Beacon. However, there is an exception to the rule of imputed knowledge when the agent is engaged in a scheme to defraud the principal. The agent cannot be presumed to have disclosed that which would expose and defeat his fraudulent purpose. Therefore, Danziger and Markhoff cannot be presumed to have disclosed their breaches of fiduciary duty to Beacon. Thus, the doctrine of in pari delicto was ruled to be inapplicable in this case and the auditor's Motion to Dismiss was denied. In all of these years that Master performed the audit, Master issued an unqualified audit opinion, concluding that the financial statements were fairly presented in all material respects and were in conformity with Generally Accepted Accounting Principles. 94 Eventually, the Ponzi scheme was discovered, the Securities and Exchange Commission filed a lawsuit against Acorn, and Acorn was forced into a receivership. The receiver sued the auditor, Master, for failing to adhere to proper auditing standards and recklessly disregarding numerous indications that Young was running a Ponzi scheme. Among the Generally Accepted Auditing Standards that Master allegedly violated were standards requiring that they (1) "exercise and maintain professional skepticism and independent mental attitude" when conducting an audit; (2) ascertain and implement alternative measures to test for fraud when the company being audited has no internal controls in place; (3) "prepare audit documentation that enables an experienced auditor, having no previous connection to the audit, to understand the work performed…, the audit evidence obtained, and results and conclusions;" and (4) obtain sufficient competent evidence to afford a reasonable basis for an opinion regarding the financial statements under audit, including reliable information from independent sources. proceeding in this fashion, the auditor failed to rely on proper supporting documentation and failed to exercise professional skepticism and independence.
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The complaint further alleges that the auditor "willfully ignored, recklessly disregarded, or cast a blind eye to the numerous indications that Young was running a Ponzi scheme." For example, in a 9-month period, there were at least 36 transfers from an Acorn account to Young's personal account; those were falsely attributed as transfers to Acorn investors. In addition, the auditor ignored "exponential, irregular increases in activity" in the Acorn account, such as numerous occasions in which money was being deposited and withdrawn from the same investor account in the same day; one occasion in which Young opened an account and withdrew 75% of it within 3 months; and one occasion in which Young opened an account and then withdrew more than the amount invested within 6 months. The complaint alleges that, by failing to properly monitor such activity in accordance with its professional responsibilities, the auditor enabled Young in his perpetration of the fraud.
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The complaint further alleges that the auditor did not act as an "independent" auditor as required by General Accepted Auditing Standards, because it acted both as bookkeeper and auditor for Acorn, thereby creating a conflict of interest. The bookkeeping functions the auditor undertook included maintaining and preparing accounting records for Acorn, preparing cash receipts and cash disbursement entries, preparing a bank reconciliation, and calculating management fees. By performing these functions, the auditor essentially put themselves in the position of reviewing their own work.
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The auditor filed a Motion to Dismiss pursuantto in pari delicto. The auditor argued that a receiver, while standing in the shoes of Acorn, is precluded from maintaining a lawsuit against an auditor for failing to detect the wrongful acts of Acorn and Young. The court noted that the doctrine of in pari delicto is a defense in actions at law. 99 The court stated that in pari delicto essentially applies to relieve a defendant of liability where the plaintiff was "an active, voluntary participant in the wrongful conduct or transaction(s) for which it seeks redress" and "bear care in the audit and issued an incorrect opinion which resulted in damages to the client-firm. If an auditor is sued for negligence, several legal defenses may be employed by the auditor at trial. One of them, contributory negligence, is applicable when the client's own actions either caused the loss that is the basis for the firm's damages or interfered with the audit in such a way that prevented the auditor from discovering the cause of the loss. 2. In response to widespread fraud and audit failure uncovered at Enron and four other U.S. corporations during 2000-2001, the U.S. Congress enacted the Sarbanes-Oxley Act of 2002 ("SOA"). The SOA created the Public Company Accounting Oversight Board to provide independent oversight of CPA firms that audit publicly traded firms. It established new standards for auditor independence in order to limit conflicts of interest due to management consulting provided by the auditor's firm. New auditor approval requirements were created, more frequent audit partner rotation was mandated, and greater auditor reporting requirements came into existence. Additionally, because Enron had used off-balance sheet financing to hide many of its liabilities, the SOA now requires the disclosure of all material offbalance sheet items. Furthermore, the statute recognizes that management is ultimately responsible for the firm's financial statements; accordingly, the corporate CEO and CFO are now required to sign the annual report and to certify that the financial statements are fairly presented and that an adequate system of internal control exists. Finally, the SOA states it is unlawful for a member of management to influence, coerce, manipulate or mislead an auditor in order to render the financial statements materially misleading. 3. The 2008 financial crisis was caused by the large number of toxic subprime mortgages in the United States; failures in corporate governance; the assumption of too much risk by financial firms, households and Wall Street; insufficient understanding and action of financial regulators; and widespread breaches of accountability and ethics. However, massive corporate fraud and catastrophic auditing failure were not major factors in the 2008 financial crisis. Accordingly, violation of duties imposed by the SOA on management and auditors -which were designed to curtail corporate fraud and auditing failure -does not appear to have been a significant cause of the 2008 financial crisis. However, unconventional accounting and auditing practices such as off-balance sheet financing were a contributing factor and reinforced the crisis. 4. In a lawsuit alleging that an auditor was negligent in failing to discover and report fraud, an auditor may be able use the defense of in pari delicto if the client corporation's managers defrauded the client. Pursuant to the law of agency, the managers' fraud is imputed to the company, and the company is assumed to have known about and approved the fraud. Therefore, the company is considered to have been as much, or more guilty, of wrongdoing than its auditor, and the company is barred from recovering from the auditor. 5. However, the in pari delicto defense is inapplicable when:
a. the fraudulent acts of management are so adverse to the company that management is deemed to have totally abandoned the company for its, or a third party's, sole benefit (but note these caveats: in pari delicto may still be used by an auditor if the company incurred a short-term benefit because of the manager's fraud, or if the manager committing the fraud is also the sole shareholder); b. the corporate client had at least one innocent manager or shareholder who could have prevented or stopped the fraud if he had known about it; c. the auditor does not deal with the company in good faith and engages in fraud or other unlawful conduct; or d. the plaintiffs are totally innocent shareholders who do not own a large number of shares and who have not participated in the fraud. 6. Since a bankruptcy trustee or a receiver steps into the shoes of the bankrupt company it represents, a similar defense (the Wagoner Rule) may also be applicable if a trustee or a receiver files a negligence lawsuit against the company's auditor. Accordingly, the imputed wrongful acts of a company are also imputed to the trustee or receiver. State law governs these cases; there is no federal common law pertinent to the right of a trustee or a receiver to sue the company's auditor. 7. The State of New York has been on the cutting edge in the evolution of the in pari delicto defense; much of the legal thought involving this defense has emanated from that state. New York's in pari delicto law is the most stringent in the United States and provides auditors maximum protection from negligence claims filed by clients. Recent case law in New York indicates that the court is reluctant to expand the applicability of the adverse-interest exception: (a) to prove the applicability of the adverse-interest exception, it is insufficient to show that corporate insiders merely intended to benefit themselves by their misconduct; instead, it must be shown that they actually incurred a benefit; (b) in order for the adverse-interest exception to apply, the corporation must have been harmed by the insiders' acts; if the corporation has incurred a benefit, the exception is inapplicable. The net effect of placing restrictions on the adverse-interest exception is a reaffirmation of the in pari delicto defense; the court believes this defense encourages principals to be careful in the selection of their agents and in the delegation of duties to them. However, in pari delicto does have limitations, even in New York. In the Bernie Madoff case, the court noted there is an exception to the rule of imputed knowledge when the agent is engaged in a scheme to defraud the principal; the agent cannot be presumed to have disclosed that which would expose and defeat his fraudulent purpose. 8. New Jersey forbids an auditor's in pari delicto defense if the auditor's negligence contributes to the fraud against the client. The court stated that barring all shareholders from recovery against a negligent auditor because of the fraudulent acts of a few corporate officers would be unfair because: (a) it is difficult for shareholders to monitor the actions of corporate officers and (b) one of the reasons auditors are hired is to do the monitoring and the law should strive to deter them from malpractice. New Jersey also recognizes the adverse-interest exception and the sole-actor doctrine. 9. In Pennsylvania, in order for an auditor to successfully assert an in pari delicto defense due to the fraudulent acts of the company's manager, an auditor must begin by showing (a) the actions of the manager were for the company's benefit, not adverse to the company's interests; (b) the auditor dealt with the company in good faith; and (c) there are no public policy considerations which would weigh against its invocation. Pennsylvania limits in pari delicto by: (a) requiring the auditor to deal with the client in good faith; (b) recognizing the adverse-interest exception, with restrictions on the sole-actor doctrine; and (c) placing parameters around the use of this defense against a receiver. 10. According to dicta in a recent case, Delaware is in favor of the establishment of parameters around the use of the in pari delicto defense. The court opined that auditors are more like insider-agents than outsider-third parties. Just as agents are unable to use imputation to defend against a principal's claims, neither should an auditor be allowed to use imputation to defend itself from a corporate client's claims. Imputation of knowledge should not be used as a justification for a finding of fault by the corporation. The court believes that in pari delicto should not be invoked against a corporation unless the corporation has engaged in actual wrongdoing and that imputed wrongdoing is insufficient.
The in pari delicto defense continues to evolve and has been influenced by recent events. For example, the Sarbanes-Oxley Act now specifically forbids management from deceiving the auditor or otherwise interfering with the auditor in an attempt to prevent the auditor from doing its job; such statutory violations of management could be used at an auditor's negligence trial as evidence of management's active wrongdoing and the applicability of in pari delicto. Additionally, the new constraints on off-balance sheet lease arrangements expected to be released shortly by the Financial Accounting Standards Board may decrease management's ability to deceive the auditor in the first place; however, it remains to be seen whether the thorny problem of off-balance sheet debt will be significantly impacted by the new leasing standards.
Appendix: other legal cases
Other cases in which in pari delicto has been advanced as a defense by an auditor alleged to have been negligent include the following, categorized by whether that defense was successful. However, these cases have had less influence on the evolution of that defense. They are listed in chronological order.
